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KEY ECONOMIC INDICATORS - NEPAL 
(in millions of U.S. dollars unless noted) 


(Nepal FY begins mid-July) FY 84/85 FY 85/86 FY 86/87 FY 87/88* 


Domestic Economy 
Population (millions) 16.7 17.1 
Population growth (%) 2.66 
GDP in current dollars ‘i . 2,601.3 
GNP in current dollars ; A ‘ ‘ Nea 
GDP constant Nepali Rupees 
FY 74/75 Base (% Change) ‘ , 2.3 
Consumer Price Index (% Change) : ; 9.1 


Production and Employment 
Nonagriculture labor force (1981 Census - thousands) 


Industrial output index (FY74/75 = 100) 204.5 242.7 309.6 
Cash crop production index (FY74/75 = 100) 141.9 158.2 161.8 
Government expenditures 475.1 502.4 551.4 
Government revenue P24 f 238.2 270.1 
Receipt of foreign loans/grants 151.6 188.4 201.3 


Balance of Payments 

Exports (F.0.B.) 155.4 158.2 L421 
Imports (C.I.F.) s 439.7 480.6 511.9 
Trade balance -328.4 -369.8 
Current account balance -200.3 -210.3 
Stock of foreign debt 529.8 672.2 
Debt service as % of all exports 9.3 1235 

of non-Indian exports 15.6 n.a. 
Gross foreign exchange reserves 

(year end) 177.6 179.3 
Average exchange rate for year 

(NR per US$1.00) 19.50 21.53 


U.S.-Nepal Trade/Aid 
-S. exports to Nepal 


. imports from Nepal e 
. share of Nepal exports (%) 1 
. share of Nepal imports (%) a,5 
- economic aid disbursements (average 15.0 per year obligations) 


8. n.a. 

4l. n.a. 
: 26. 
Er 


neae 
nea. 


Principal U.S. exports to Nepal: medicine, machinery and spare parts, milk products. 


Principal U.S. imports from Nepal: ready-made garments and carpets. 


Sources: Government of Nepal Economic Survey FY85/86; IBRD/IMF Reports; Central Bank; 
USAID documents. 


* FY86/88 projections are based on 7th Five Year Plan targets; FY86/87 preliminary 
estimates; FY85/86 revised estimates; and FY84/85 “firm”. **Debt service equals 


principal payments plus interest payments. Indian exports do not earn foreign exchange 
necessary to repay debt. 





SUMMARY 


Nepal is a relatively small, landlocked, mountainous country. The bulk 
of its estimated 17.1 million people live in the southern lowlands 
bordering India, in small valleys within the Himalayan foothills, or on 
the slopes surrounding these valleys. The population, already straining 
many of the country's limited resources, is growing at a rate of 2.67 
percent annually despite government efforts to limit its growth. 
Extension of cultivation to marginal hillsides and stripping of forests 
for fuel and fodder subsistence are causing serious erosion and 
environmental problems. The summer monsoon rainfall is the most 
important determinant for well-being in Nepal's agriculture-based 
economy. Floods in the eastern parts of the country and drought in the 
western parts caused a foodgrain shortfall in 1987. 


Nepal's gross domestic product grew by about 2.3 percent during FY 
1986/87 (at 1974/75 prices), against a 4.1 percent increase in the 
previous year, mainly due to a decline in agricultural production caused 
by unfavorable weather conditions. The index of industrial production in 
FY 1986/87 is estimated to have increased by about 27.6 percent because 
of the emphasis given to providing an adequate supply of the raw 
materials required by industries, the increase in the capacity 
utilization of some industries, and production by some new industries. 


The external payments situation, which was unfavorable until a year ago, 
began showing positive signs again following a mid-term economic recovery 
program initiated in December 1985 with a devaluation of the Nepalese 
currency. A World bank structural adjustment program also helped to put 
Nepal back on a growth path. 


The government has also announced a change of emphasis in development 
plans from project assistance to sectoral and program assistance, as it 
implements a plan outlined in April 1987, which will attempt to meet the 
King's 1985 declared goal of meeting the basic needs of the people, 
according to an undefined Asian standard, by the year 2000. The attempt 
to meet published physical goals and targets in six areas (food, shelter, 
clothing, education, health, and security) has already resulted in the 
removal of licensing requirements in 43 industries involved in these 
areas, the beginning integration of these targets into ongoing 
development planning and programs, and is likely to have a profound 
effect in years to come on the shape of donor programs and the economy as 
a whole. 


Opportunities for U.S. business in Nepal are greatest in the proposed 
major development projects to be financed through foreign and 
multilateral assistance. As Nepal works toward developing its enormous 
hydroelectrical potential, there will be a significant demand for 
consulting work, construction contracts, and equipment sales. 





The Government of Nepal seeks to encourage private investment, including 
foreign investment which brings in capital and technology for 
import-substitution or export promotion. It is also encouraging foreign 
investment in the burgeoning tourism sector. Nepali entrepreneurs are 
seeking joint ventures in agro-based and other industries, and 100 
percent foreign-owned industries are possible. In addition, there are 
proposals for Nepali/Indian/American joint ventures for export to the 
Indian market. 


A. CURRENT ECONOMIC SITUATION AND TRENDS 


Structural Adjustment: Nepal came face to face with the realities of 
living beyond its domestic resources and ability to earn foreign exchange 
during the past year and a half. The general trend of a structurally 
weak balance of payments during the 1980s was exacerbated by the 
tremendous expansion of the ready-made garment industry (largely a result 
of the influx of Indian businessmen and laborers) in 1985, an expansion 
which apparently resulted in net capital flows out of the country for a 
variety of reasons. Fiscal policy since 1980 had resulted in significant 
domestic borrowing to fund the government budget and operation of 
state-owned enterprises. Given free convertibility between Nepali rupees 
and Indian rupees, this produced severe balance-of-payment pressure on 
the Indian rupee accounts and in the fall of 1985, the government moved 
to devalue the Nepali rupee. The International Monetary Fund (IMF) 
negotiated a Standby Arrangement predicated upon the government's 
undertaking of necessary economic reforms to bring about a sustainable 


balance of payments. Recognizing that the balance-of-payments problems 
were neither temporary nor solvable in the short term, the government 
adopted a mid-term economic recovery program, and in March 1987, the 
World Bank approved a $50 million Structural Adjustment Credit program to 
Support structural adjustment and stabilization. The first installment 
of $25 million was made available in April 1987 and the second 
installment of $25 million was made available in October 1987. 


As a result of the economic recovery program, the first elements of which 
were adopted in December 1985, the government has turned around the 
balance-of-payment situation from a deficit of almost $48 Million at the 
end of FY 1984/85 to a small surplus in FY 1985/86 and a larger surplus 
of $21.5 Million in FY 1986/87. Elements of the economic reform program 
included ceilings on expansion of domestic credit. significant 
devaluation, liberalization of the interest rate structure to permit more 
discretion on the part of banks in setting rates for deposits and loans, 
budget expenditure controls, enhanced revenue collection, and efforts to 
ameliorate slow drawdown of development assistance grants and loans. [+t 
cannot be said, however, that the economy has fully adjusted nor can it 
be said that all measures necessary have been adopted. Much planning and 
decision-making affecting the mid-term is still continuing. Prospects 
for successful structural adjustment over the mid-term will be dependent 
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upon design of programs to expand exports, retard the growth of imports 
through development of import-substituting industries, significantly 
increase revenue available to support the budget, and improve the 
administration and execution of donor-financed development projects, all 
of which are very difficult tasks in this fourth poorest country of the 
world landlocked between the giants of India and China. 


Economic Growth: The nonagriculture component of GDP recorded an 
increase in current (12.7 percent) and constant (4.4 percent) prices 
during FY 1986/87. Value of nonagriculture production stood at $1 
billion. Capacity utilization improved during the past fiscal year, but 
it is still not unusual to find rates of 50 percent or less. Gross 
domestic product in real terms is estimated to have increased during the 
sixth five-year period, which ended mid-July 1985, by 4.1 percent per 
year, a remarkable achievement given the experiences of many other 
developing countries. However, GDP growth, which increased by 4.1 
percent in FY 1985/86, suffered a serious setback due to drought in FY 
1986/87, with real GDP estimated to have risen only by 2.3 percent. 
Expectations are that 4-5 percent level of growth can be sustained over 
the mid-term. 


Agriculture is the backbone of the Nepalese economy, employing over 90 
percent of the work force, contributing about 60 percent to GDP AND 
traditionally 75 percent of exports. Much of Nepal's limited industrial 
activity involves the processing of agricultural produce. The country's 
overall economic well-being is therefore intimately tied to the success 


of agriculture which, on the other hand, is dependent on the annual 
summer monsoon rainfall, as irrigation covers only about 15 percent of 
agricultural land. Floods in the eastern food producing regions and 
drought in the west in FY 1986/87 promoted an overall decline in 
foodgrains production of 7.8 percent from FY 1985/86. Paddy production 
declined by 15.4 percent to 2.4 million metric tons (M.T.); maize 
declined by 0.7 percent to 868 M.T.; wheat, however, increased by 14.7 
percent to 686 M.T. As a result, Nepal faced a potential food crisis, 
and received about 15,000 M.T. of foodgrains in aid from various 
countries and international organizations during FY 1986/87. 


Cash crop production increased by 2.3 percent as against a 11.5 percent 
in the previous year.. Due to a fall in jute price and the late monsoon, 
the area under jute cultivation fell by 57.5 percent, resulting in a 62.3 
percent decrease in production that yielded only 23,000 M.T. However, 
the production of sugarcane and potato increased by 5.0 percent and 9.5 
percent, to 586,000 M.T. and 391,000 M.T. respectively. Production of 
oilseeds and tobacco remained at the levels of the previous year at 
79,000 and 5,000 M.T., respectively. 





Industrial production makes up about 12 to 13 percent of Nepal's GDP. 
Most industries are agriculturally based; e.g., jute and sugar 
processing, cigarettes, rice and wheat milling. There has been modest 
but steady growth in the development of textile industries, cement and 
paper mills, building materials and cottage industries. The ready-made 
garment export industry, which boomed in the past 2 years, is now being 
regularized by the Government of Nepal, following the introduction of 
U.S. quotas for certain items. The development of mining is hampered by 
limited natural resources and difficulty in accessing sites. Projects 
are currently under way to develop magnesite and zinc mines with 
production being sold primarily to markets in India. A petroleum 
exploration project is also under way. Tourism remains a major foreign 
exchange earner. Total overseas tourist arrivals in FY 1986 increased by 
23.4 percent and showed further healthy growth in 1987. 


In FY 1986/87 most industries in Nepal except soap, agricultural tools, 
stainless steel utensils, and processed leather increased production and 
capacity utilization. Some new medium and small industries were also 
established as a result of increased availability and reliability of 
electricity. Still, limited domestic markets and difficulty of access 
to, and competition in, foreign markets, especially the neighboring 


Indian market, continue to hamper expansion of production in many 
industries. 


The major exception is the ready-made garments industry, which mushroomed 
from virtually nothing to $37 million of exports in FY 85/86 and over $28 
million in FY 1986/86, almost entirely to the United States. While the 
impetus for this phenomenal growth came originally from Indian 
businessmen seeking escape from Indian quotas, Nepali entrepreneurs are 
now moving to the fore as they see the long-range potential for Nepal to 
profit from labor-intensive, air-transportable manufactured exports. 
Despite introduction of U.S. quotas in several categories of cotton 
garments for Nepal, the garment industry should have good prospects in 
Nepal. This in turn will open up new investment possibilities in 
textiles and ancillary industries. 


Investment: To improve industrial development and to concentrate its 
financial resources in other development areas, the Government of Nepal 
has put a high priority on encouraging the growth of the private sector. 
There remains an acute shortage of capital, management and technology in 
Nepal, which the government hopes to correct by attracting foreign 
investments. The Foreign Investment and Technology Act of 1982 has given 
an impetus to the development of the private sector and attempts to 
attract domestic and foreign investment through liberal tax holidays and 
a variety of other incentives. In late 1982, Data Systems International 
(DSI) became the first American firm to incorporate under this law. DSI 
has since become the first company to secure OPIC insurance for 
operations in Nepal. 
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Despite recent emphasis on the development of the private sector and 
recognition of its importance to growth, past reliance on state-owned 
enterprises to initiate industrial development and channelize trade 
continues to distort and restrict the economy. Operations of the 
state-owned enterprises are, almost without exception, very inefficient, 
resulting both in a drain on the government budget and an irregular, and 
at times insufficient, supply of needed goods and services. One 
objective of the Structural Adjustment program launched by the government 
is to ameliorate the above distortions in the economy. With a view to 
giving new impetus to the process of industrialization, the government 
has recently made several amendments to the Industrial Enterprises Act 
1981 that intended to: simplify industrial registration procedures; 
place greater emphasis on domestic resource-based industries; increase 
incentives to export-oriented industries and industries manufacturing 
essential goods; ensure adequate supplies of imported raw materials; 


stress private sector participation; and promote foreign collaboration in 
industrial ventures. 


There are several foreign joint ventures in operation and two U.S. 
licensing arrangements were implemented. A lube-oil plant with Gulf 
technology and brand name will supply Nepal's domestic needs. "Cola 
Wars" came to Nepal in 1986 with the opening of a Pepsi Cola bottling 
plant to compete with Coca Cola, which has been in Nepal since 1979. 
Three foreign joint-venture banks are in operation. 


The country's population of 17.1 million, most of whom are subsistence 
farmers with little cash income, will support only a limited number and 
scale of import substitution industries for the foreseeable future. The 
most logical market for Nepalese exports is India, but competition and 
restrictions within the Indian market to date have limited the success of 
Nepalese manufactured goods. However, there are proposals for 
Nepali/Indian/American joint ventures to manufacture goods in Nepal for 
export to India and other countries in the area, using American 
technology. One agro-based industry, Indreni Soyabean Industries Ltd. 
has already been established as an American-Nepalese joint venture and is 
scheduled to go into operation this year. Similarly, negotiation is 
under way to establish a food canning and packaging industry in the 
western “terai" (lowland area) of Nepal under the joint collaboration of 
Campbell Soup Co, USA, and Dalmia Industries Nepal Ltd., which is a joint 
venture of Indian and Nepalese entrepreneurs. 


Energy: As in other developing countries, the demand and consumption of 
energy in Nepal is growing fast. The total consumption of energy in 
Nepal is estimated to have been around 8.4 million tons equivalent of 
coal energy in FY 1986/87, a large jump from the 6.3 million tons in FY 
1985/86. Of this, 95.3 percent still came from traditional sources 
including 76.0 percent from fuel wood, 10.9 percent from agricultural 
waste products, and 8.5 percent from animal waste. Commercial sources 





accounted for 4.7 percent, which includes 3.6 percent from petroleum 
products, 0.6 percent from coal and 0.5 percent from hydroelectricity. 
Overcutting of timber reserves to meet these energy needs has resulted in 
environmental problems and caused the government to look increasingly to 
other fuel sources, eSpecially its vast hydroelectric reserves. Nepal is 
estimated to have 2 percent of the world's hydro-potential (83,000 MW). 
Because of the high cost of developing this potential and the still 
limited domestic market for large amounts of power, hydro development has 
been limited. However, the availability and reliability of electric 
power are expected to remain good thanks to activation of a national 
electricity grid and new projects under construction which will expand 


the current 203 MW capacity of the country to meet projected power needs 
through 1993. 


The IBRD is funding a detailed feasibility study of the mammoth power 
potential of the Karnali River at Chisapani (3500 MW), and Himalayan 
Power Consultants, a joint venture of several Canadian companies and one 
U.S. company (Ebasco Overseas Corporation), has been selected as 
consultant for this study. A U.S. firm, Bechtel, has been appointed as 
the study advisor for the project. The U.S. Trade and Development 
Program provided a grant of $650,000 to Nepal to finance the project cost 
for the first phase feasibility study of the hydroelectric potential of 
the upper Arun River, which was completed by American firm, 
Morrison-Knudsen Engineering. Several other major hydro projects are 
currently under consideration. They will require very large amounts of 


foreign assistance and close cooperation with india, which is expected to 
be the major consumer of the power generated. 


Nepal imports all petroleum products. Gulf countries and the USSR are 
the prime sources of supply. Refining, for which Nepal has no capacity, 
is done in India. Consumption of petroleum grew by 8 percent in FY 
1985/86 and only 2 percent in FY 1986/87. Import of petroleum products 
constituted about 33 percent of Nepal's total export value in FY 
1986/87. A World Bank-funded study of the petroleum potential of Nepal 
has indicated possible deposits in the southern belts of the country. 
The Government of Nepal has awarded a contract to a joint venture of 
Shell Exploration B.V., a Dutch company, and Triton Energy Corp., a U.S. 
company, for petroleum exploration work in block No. 10 covering 4,960 
sq. km. in the Biratnagar area. The exploration work is now under way. 


Cost of Living: Inflation, which has been a serious problem for the past 
several years with an annual inflation rate of around 13 to 14 percent, 
had risen in FY 1985/86 after a considerable fall the year before, but 
Slowed down again in FY 1986/87. Inflation in FY 1986/87 as measured by 
the consumer price index was 9.1 percent. Price indices of almost all 
items increased by 5.0 to 18.4 percent during the period. Several 
factors, including deficit financing by the government, increase in the 
prices of imported commodities following devaluation of the Nepalese 
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currency in mid-December 1985, and upward price revisions by domestic 
corporations contributed to the moderate price rise in FY 1986/87. 
Inflationary trends still persist and are expected to continue in the 


current year as prices of almost all commodities have gone up since July 
1987. 


Balance of Payments and Trade: Following implementation of measures to 
minimize leakage of foreign exchange in the operation of the garment 
industry plus other measures to bring about a sustainable balance-of- 
payments position, the balance-of-payments situation at the end of FY 
1986/87 was positive. It is probable that the government will be able to 
sustain a surplus balance-of-payments position. Of critical importance 
to mid-term sustainability, however, is the growing negative trade 
balance with India. During FY 1985/86, the trade deficit with India 
averaged a, million per month. During FY 1986/87, the deficit 
averaged $12.0 million per month. Recorded exports to India accounted 
for 40.3 percent of all exports in FY 1985/86 and 43.3 percent in FY 
1986/87. Recorded imports from India dropped from over 42.5 percent in 
FY 1985/86 to 40.2 percent in FY 1986/87. Expansion of exports to India 
has been constrained by provisions of a trade agreement which require 
that Nepalese manufactured goods must contain at least 80 percent 
Nepalese or Nepalese/Indian materials in order to enter the Indian market 
free of basic customs duty and quantitative restriction. In late 1987, 
India agreed to increase the number of Nepalese products allowed 
duty-free entry and to take other steps to facilitate bilateral trade and 
attempt to redress the imbalance in trade. However, they have continued 
to refuse Nepal's request that the 80 percent combined requirement be 
lowered to 60 percent. There is a significant volume of unrecorded 
border trade between India and Nepal given the open border, and 
relatively small price differentials in, for example, fertilizer or grain 
produce significant movements in both directions. 


The United States and Europe are the principal recipients of Nepal's 
non-Indian exports (trade with countries other than India is designated 
as “overseas” trade). In FY 85/86, more than 46 percent of overseas 
exports went to the United States with 37 percent to Europe. Ready-made 
garments accounted for 43.8 percent of overseas exports with carpets and 
leather/leather products accounting for 20.5 percent and 12.7 percent, 
respectively. Asian countries dominate overseas imports. In FY 1985/86, 
Asian countries, excluding India, accounted for over 75 percent of 
overseas imports. Europe supplied 19 percent of overseas imports, and 
the United States just under 5 percent. Petroleum products account for 
20 percent of imports. Fertilizer and machinery and parts represent ll 
and 10 percent, respectively of overseas imports, with transport 
equipment, cement and textiles ranging from 5 to 8 percent. The 
remainder of overseas imports are spread among a wide variety of 


categories, each one representing a very small percentage of total 
overseas imports. 





Government Budget: Nepal has consistently been able to generate a small 
surplus on the regular budget as a contribution to its investment 

budget. As a developing country, it is naturally dependent on foreign 
assistance for the greatest proportion of public investment capital. For 
FY 1987/88, it is estimated that 67 percent of the total budget will be 
spent on investment (development). Foreign grants and loans are expected 
to provide 65 percent of the financing for the investment budget, tax 
revenues 23 percent, and domestic borrowing 12 percent. 


Government revenue collection grew by 25 percent to an estimated Rs. 
5,815.0 million in FY 1986/87. Import duties and sales tax continued to 
be the main sources of government revenue, accounting for almost 45 
percent of the total, and this trend is expected to continue in coming 


years as no significant tax proposals have been made in the FY 1987/88 
budget. 


Foreign debt service payments remain relatively small as most foreign 
loans are provided at concessional rates. Total debt as a percentage of 
gross domestic product grew by five points to 25.8 percent in FY 1986/87. 


B. IMPLICATIONS FOR THE UNITED STATES 


Nepal is eager to attract foreign investment and willing to pay for 
technology and brand names which would facilitate its export development 
and provide needed foreign exchange. A growing number of entrepreneurs 
are looking for foreign collaborators, and Americans are particularly 


welcome in that role. In 1986, Royal Nepal Airlines agreed to buy two 
Boeing 757-200 aircraft, with the possibility of further sales in the 
future. This $100 million plus deal, underwritten by Eximbank (and its 
British counterpart, for the Rolls Royce engines) is Nepal's largest 
entry on the international commercial finance market. 


Nevertheless, Nepal, with its small consumer population, undeveloped 
economy, and geographic remoteness, is not likely to become a major 
market for U.S. goods and services. Even where possibilities exist, U.S. 
firms will face stiff competition, not only from developed countries with 
experience in the region (such as Japan) but also from developing nations 
(such as Korea and, more notably, India) which possess the technology to 
meet many of Nepal's requirements and which have a major competitive edge 
from the standpoint of labor and transportation costs and other factors. 


Some American engineering firms are overcoming these problems via joint 
ventures with Asian firms. 


Significant opportunities for American business may emerge in certain 
specialized fields, particularly in hydroelectric power generation and 
electrical distribution. Worthy of particular attention are projects, 
largely in hydropower development, financed by the World Bank/IDA and by 
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the Asian Development Bank. These projects, growing in number and value, 
offer substantial opportunities for consultancy, contracting and, to a 
lesser degree, equipment sales. The government is also seeking to 
attract private foreign investment in the development of the burgeoning 
tourism sector and has identified numerous sites as priorities for 
foreign-financed development and operations. 


In addition, American entrepreneurs are beginning to explore the 
opportunities Nepal provides for foreign investors with drive, 
perseverance, and a clear market strategy. Government incentives for 
private and foreign investment are substantial and likely to remain in 
effect for the foreseeable future. Improvements in banking services, 
international (satellite) communications, and electricity supply promise 
to remove major impediments to doing business in Kathmandu. Investors 
with ideas which would increase exports, substitute imports, and/or 
provide jobs and training for Nepalis should not hesitate to check out 
the possibilities in Nepal. 
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